
UNITED STATES TAX COURT
WASHINGTON, DC 20217

CLC
HENRY J. METZ & CHRISTIE M. METZ, ET )
AL., )

)
Petitioner(s), )

)
v. ) Docket No. 10346-10, 28718-10,

) 5991-11.
COMMISSIONER OF INTERNAL REVENUE, )

)
Respondent )

)
)
)
)

ORDER

The Court released its opinion in these cases, 109 T.C.M. (CCH) 1248
(2015), years ago. It was almost entirely in petitioners' favor, but entry of
decisions in these cases has been delayed by problems in computations and then a
hotly contested motion for reasonable litigation and administrative costs. The
parties have since stipulated the correct deficiencies; a ruling on the Metzes'
motion for costs is all that is left before we can enter decisions.

Background

This is a consolidated group of three cases, and their most important
common issue was whether Silver Maple Farms, Inc. (SMF) -- the corporation
owned in the name of Mrs. Metz and through which the Metzes ran an Arabian
horse-breeding operation -- was an activity engaged in for profit. On this
important question, we found entirely in the Metzes' favor.

This was a very considerable victory, as a comparison of the amounts at
issue in the notices of deficiency and the now-agreed on computation of the actual
deficiencies shows:
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Tax and penalty Tax and penalty
Year as determined as found after trial

2004 $1,072,527 $14,969

2005 276,062 -0-

2006 624,506 328,984

2007 231,989 10,965

2008 1,232,875 119,517

2009 51,379 3,214

The Metzes also thought ahead, and made a settlement offer to the IRS that
correctly anticipated their victory for tax years 2004 and 2005. They also made
less successful offers for the other years. Here's a table:

Tax and penalty
Year as found after trial Offer

2004 $14,969 $26,000

2005 -0- 5,000

2006 328,984 5,000

2007 10,965 5,000

2008 119,517 5,000

2009 3,214 2,500

The Metzes made these offers late in 2010 for tax years 2004-2007, and in
March 2011 for the remainder.

I.R.C. § 7430(a) states as a general rule that in "any administrative or court
proceeding which is brought by or against the United States in connection with the
determination . . . of any tax . . . the prevailing party may be awarded a judgment
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or a settlement for" administrative and litigation costs. What follows in the rest of
that section is a series of limitations and exceptions to this general rule. One of
these is that "[a] party shall not be treated as the prevailing party in a proceeding
. . . if the United States establishes that the position of the United States in the
proceeding was substantially justified." I.R.C. § 7430(c)(4)(B)(i). Another is that
a taxpayer must show that he exhausted his administrative remedies before coming
to Tax Court. I.R.C. § 7430(b)(1). And a third is that the moving taxpayer's net
worth must not exceed $2 million (or, in some cases, $7 million). I.R.C.
§ 7430(c)(4)(A)(ii) (citing 28 U.S.C. § 2412(d)(2)(B)).

There is another wrinkle that sometimes appears in these motions. I.R.C.
§ 7430(c)(4)(E)(i) tells us that "[a] party to a court proceeding . . . shall be treated
as the prevailing party if the liability of the taxpayer pursuant to the judgment in
the proceeding . . . is equal to or less than the liability of the taxpayer which would
have been so determined if the United States had accepted a qualified offer of the
party under subsection (g)." Subsection 7430(g)(1)(B) defines a qualified offer as
one that "specifies the offered amount of the taxpayer's liability (determined
without regard to interest)."¹ Yet this definition has an exception for taxpayers
who make a qualified offer but who cannot limbo beneath the net-worth bar -- they
remain disqualified from being a "prevailing party." See I.R.C. § 7340(c)(4)(E)(i).

No one doubts here that the Metzes made qualified offers for all the tax
years at issue, or that their offers for tax years 2004 and 2005 was greater than the
deficiencies that we ultimately found they owed. This means that the
Commissioner can't defend himself against their motion for those years with the
claim that his position was substantially justified. And the Commissioner doesn't
even try to argue that the Metzes did not exhaust their administrative remedies for
any of the tax years except for 2008 and 2009.

¹ There are lots of other requirements and parts of this definition that we won't mention because
they are neither relevant nor contested.
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The questions left for decision on this motion, after these concessions, are:

For tax years 2006 through 2009, were the Commissioner's
administrative and litigating positions "substantially justified?";

For tax years 2008 and 2009, did the Metzes exhaust their
administrative remedies?;

For all years, did the Metzes meet the requirement that they have a net
worth under the statutorily prescribed amounts?; and

Are the costs they seek reasonable in amount?

Discussion

We'll begin with the problem of their net worth because it is common to all
the years at issue.

The net-worth requirement is not actually in the Code. Section 7430 instead
cross-references the net-worth requirements of the Equal Access to Justice Act
(EAJA). See I.R.C. § 7430(c)(4)(A)(ii). One finds those in 28 U.S.C.
§ 2412(d)(2)(B):

"Party" means (i) an individual whose net worth did not
exceed $2,000,000 at the time the civil action was filed,
or (ii) any owner of an unincorporated business, or any
partnership, corporation, association, unit of local
government, or organization, the net worth of which did
not exceed $7,000,000 at the time the civil action was
filed, and which had not more than 500 employees at the
time the civil action was filed.

In 1997 Congress amended the Code with some tax-specific rules for
determining net worth. The one that's relevant here is at I.R.C.
§ 7430(c)(4)(D)(ii), which now states that "individuals filing a joint return shall be
treated as separate individuals for purposes of clause (i) of such section." (Clause
(i) in context defines who's a "party" under the EAJA.)
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When moving for an award of costs, Tax Court Rule 231(b)(4) requires the

moving party to submit a statement with an affidavit that the moving party meets
this net-worth requirement. The Metzes both submitted affidavits -- Mr. Metz
conclusorily declared that his net worth was less than $2 million at all relevant
times, and Mrs. Metz conclusorily declared that her S corporation had a net worth
less than $7 million, but did not mention her own net worth. The affidavits
included no other supporting information. The Commissioner challenged the
affidavits, and our caselaw dictates that this casts a burden on the taxpayers to
provide additional evidence of their financial condition. See Estate ofHubberd v.
Commissioner, 99 T.C. 335 , 341 ( 1992); Dixson Int'l Serv. Corp. v. Commissioner,
94 T.C. 708, 719 (1990) (denying an award of litigation costs when the taxpayers
failed to provide adequate proof of their net worth when they were put on notice
that the Commissioner had specifically objected to granting the motion for that
reason); Park v. Commissioner, T.C. Memo. 2002-232.

Tax Court Rule 232(a)(2) allows us to direct the moving party to reply to the
Commissioner's response and we did so here to give the Metzes a chance to
provide additional evidence about whether they meet the net-worth requirements.
The Metzes replied with backup information.

To figure out whether the Metzes fall beneath the net-worth limit, we need
to answer three questions:

What limit applies to Mrs. Metz -- $2 million or $7 million?

If Mrs. Metz's limit is $2 million, is the limit for the Metzes $4
million as a couple or $2 million each (which raises the possibility
that one of them might qualify but not the other)?

What is the Metzes' net worth?

The Metzes argue that each of them has a $2 million limit that we shouldn't
aggregate. But they also claim that as the owner of SMF, Mrs. Metz is really
entitled to a $7 million limit. And finally they argue that SMF had so many bad
years that by the time these cases got going, their assets had significantly declined
in value and brought them beneath the limit.



We'll look at each subissue in turn.

Mrs. Metz's limit. This problem is the easiest to solve. The part of the
EAJA that we quoted above set the higher net-worth limit only for an "owner of
an unincorporated business, or any partnership, corporation, association, unit of
local government, or organization . . . ." 28 U.S.C. § 2412(d)(2)(B). SMF was not
an unincorporated business, it was a corporation. The Metzes acknowledge this,
but argue that the words "owner of" modify not only the phrase "of an
unincorporated business" but also the words "any partnership, corporation,
association, unit of local government, or organization."

That would be a good reading if the regulation read "owner of an
unincorporated business, partnership, corporation," etc. But the inclusion of the
words "or any" breaks the chain of referents to "any owner" and instead make the
class cover not the owners of partnerships, corporations, etc. but the partnerships,
corporations, etc. themselves when they describe a taxpayer who has filed a
petition and then seeks costs. We also note the implausibility -- except in a
metaphorical sense or cynical usage -- of referring to the "owner of a[] . . . unit of
local government."

Mrs. Metz is subject to the usual $2 million net-worth limit.

Aggregation oflimitsforjointfilers. The next question is whether the
Metzes' net-worth limit is $2 million for each of them, or $4 million for them
combined. In Hong v. Commissioner, 100 T.C. 88 (1993), we construed the
language of the EAJA quoted above. The Commissioner argued that a married
couple whose combined net worth was between $2 million and $4 million was
ineligible for a recovery of legal costs because they should be subject to a single
cap of $2 million in aggregate. Id. at 90. We held that "individual" meant one
person, not two, and that the plain language of the Code and EAJA required that
each half of a married couple could recover litigation costs if his or her net worth
didn't exceed the $2 million cap. Id. at 91-92.

Problem solved?

Maybe not. The Metzes concede in their declarations that they had a
combined net worth that exceeded $2 million but was less than $4 million when
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they filed their petitions. So the first hurdle they must clear is the regulation --
issued less than a year after we decided Hong -- that said "individuals filing a joint
return shall be treated as 1 taxpayer." 26 C.F.R. § 301.7430-5(f)(1), T.D. 8542,
1994-29 I.R.B. 14. Ifwe applied this regulatory definition, the Metzes would fail
the test.

Or, at least, they would fail the test for the part of their motion that seeks the
costs they incurred during the pretrial, administrative part of these cases. This
corner in the stable of tax procedure is especially mucky, and the Treasury
Department has issued regulations that do not clean it particularly well. It calls for
us to measure net worth as of "the administrative proceeding date," 26 C.F.R.
§ 301.7430-5(f)(1) (2016), rather than the date the petitions were filed. It is quite
clear that its domain is only "administrative costs," and "litigation costs" are not
included. See 26 C.F.R. § 301.7430-4(c)(3) (2016). With this regulation, we have
not a whisper of relevance to litigation, in contrast to administrative, costs.

And, even as to administrative costs, the regulation is of dubious validity. A
couple years after it was issued, Congress amended the Code to say that
"individuals filing a joint return shall be treated as separate individuals" in
deciding whether they meet the net-worth requirement. I.R.C. § 7430(c)(4)(D)(ii),
as amended by the Taxpayer Relief Act of 1997, Pub. L. No. 105-34, sec. 1453(a),
111 Stat. at 1055. This definition applied to both litigation and administrative
costs and, in light ofHong, it appears to be a pronouncement by Congress that it
was siding with our Court and against the Commissioner's contrary formulation of
the net-worth test.

Yet it would be years before the Treasury Department did anything with the
regulation to reflect this change in the Code. The amended regulation is in effect
now, but the relevant subsection has been in effect only for cases begun after
March 1, 2016. See 26 C.F.R. § 301.7430-6. (Taxpayers may rely on the changes
in older cases, but we have nothing in the Metzes' motion to suggest they have.)
This amended regulation also deviates from Hong by stating that "[f]or purposes of
determining net worth, individuals filing a joint return, and jointly incurring
administrative or litigation costs shall have their net worth determined jointly, with
all assets and liabilities treated as joint for purposes of the net worth evaluation,
and applying a joint cap of four million dollars." 26 C.F.R. § 301.7430-5(g)(1)
(2016). So we have an old regulation whose effective date makes it relevant to
these cases, and it is the only regulation that mentions how to compute the net
worth of married individuals who are jointly liable for their taxes. Yet it was
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promulgated before Congress changed the law in 1997 and was never updated until
2016.

The regulations grow still curiouser. Notice that the current version speaks
of a couple jointly incurring "administrative or litigation costs." Id. But, like the
older version in effect for the years at issue here, the entire paragraph is part of a
regulation that is specifically limited to determining awards of administrative costs
alone. See § 301.7430-5(a) ("[f]or purposes of an award of reasonable
administrative costs"); (b) (defining IRS position "in an administrative
proceeding"); (d)(4)(i) (defining recoverable costs by reference to the
"administrative proceeding date"). Even the other parts of the current regulation
that define net worth, e.g., for charities and cooperatives, still speak of their net
worth "as of the administrative proceeding date." See id. para. (g)(4).

To complicate things further, in Hong neither party had a net worth that
exceeded $2 million. We recognized our holding meant that it was hypothetically
possible that one spouse would be able to recover costs if he had a net worth under
the cap but his spouse did not. We left to another day whether that would be 100
percent of those costs or not. Hong, 100 T.C. at 92 n.2; see generally Sierra Club
v. U.S. Army Corps ofEng'rs, 776 F.2d 383 (2d Cir. 1985) (analyzing the
apportionment of costs under the EAJA where not all plaintiffs meet the net-worth
requirements). In any event, we thought in Hong that the plain language
compelled our result -- a party who is "an individual" had to himself have a net
worth of less than $2 million.

Did Congress change that when it enacted the 1997 amendment to state that
"individuals filing a joint return shall be treated as separate individuals?" Maybe.
Although the language seems to be a paraphrase of our holding in Hong, the
legislative history of the amendment states that Congress had decided that
"individuals who file a joint return are treated as separate individuals (resulting in a
net worth limitation of $4,000,000 for individuals who file a joint return)." H.R.
Rep. No. 105-220, at 734 (1997), 1997-4 C.B. 1457, 2204. The Secretary's
amended regulation adopted this aggregation rule of the legislative history, even if
perhaps in a regulation limited to the recovery of the costs of an administrative
proceeding, and not the costs of litigation too. See 26 C.F.R. § 301.7430-4(c)(3)
(2018) (continuing to exclude litigation costs from scope of regulation).

Recall that in Hong we held that the plain language of the EAJA required
separate application of the net-worth test. Recall that the Metzes seek both
administrative and litigation costs. Does the regulation in effect for the years at
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issue set up a different standard for net worth in determining administrative costs
compared to determining litigation costs? Does our reliance on plain language in
Hong and the later amendment to the Code mean that the regulation is
presumptively invalid even as to administrative costs? Or does a parenthetical in
the legislative history create an ambiguity in the text of the Code such that
Chevron, U.S.A., Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837
(1984) would let the IRS adopt an aggregation rule effective for some kind of costs
for later years?

And what are we to make of the fact that Mrs. Metz is the sole shareholder
of SMF? Recall that California is a community-property state and the Metzes
formed SMF after they were married--does title matter that much in calculating net
worth in light of such facts?

We happily leave the herculean chore of cleaning this stall to any tax
proceduralists whose interest in the field is strong enough to impel them to read
our nonprecedential orders. But we need do only a quick hosedown. The current
regulation that arguably overturns Hong was not in effect for these cases. The old
regulation doesn't reflect an amendment to the Code that was enacted after it was
issued. Hong is a division opinion construing the EAJA, a cross-reference to
which remains in the Code. We follow division opinions as binding precedent, see
Sec. State Bank v. Commissioner, 111 T.C. 210, 213 (1998), aff'd, 214 F.3d 1254
(10th Cir. 2000), and have followed Hong in later memorandum opinions, see, e.g.,
Johnson v. Commissioner, 77 T.C.M. 1825, 1826 (1999), aff'd, 246 F.3d 674 (9th
Cir. 2000); Prager v. Commissioner, 68 T.C.M. 524, 525-26 (1994). This all
means that a possibly contrary statement in subsequent legislative history doesn't
overturn it.

We hold that the Metzes each have a $2 million limit on their net worth.

We must therefore calculate each Metz's net worth as of the date they filed
these cases.

Calculating the Metzes' net worth. "Net worth" is one of the easier
accounting concepts to understand -- it usually means the value of assets reduced
by liabilities. Black's Law Dictionary 1747 (9th ed. 2009). And the legislative
history of I.R.C. § 7430 echoes this common definition: "'Net worth' is calculated
by subtracting total liabilities from total assets." H.R. Rep. No. 96-1418, at 15
(1980), 1980 U.S.C.C.A.N. 4984, 4994. One might think this is a simple question
of fact -- did a taxpayer who moves for costs show by a preponderance of the
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evidence that he had a net worth of less than $2 million? One might imagine a
CPA-prepared balance sheet, or a list of the current market value of bank accounts
and mutual funds, maybe a recent appraisal for a closely held business like SMF.
The aim would be to distinguish those within the EAJA-favored class and those
outside it quickly, with more precision for close cases.

This is not how the law has developed.

The origin of the problem is in the same legislative history quoted above that
defined "net worth." In the very next sentence, the House Report states, "[i]n
determining the value of assets, the cost of acquisition rather than fair market value
should be used." H.R. Rep. No. 96-1418, at 15. This direction is not part of the
Code or the EAJA and never has been. Yet in an early case in the Ninth Circuit
(where decisions in these cases are appealable), the government tried to fend off a
post-trial motion for costs under the EAJA by the former owner of land that had
been condemned. See United States v. 88.88 Acres ofLand, 907 F.2d 106 (9th Cir.
1990). A jury determined that the land, which the plaintiff had bought for $43,000,
was worth more than $1.4 million. Id. at 107. The government simplemindedly
argued that in computing the plaintiff's net worth, that land should be valued at
about $1.4 million because that was the fair market value of the land -- a jury had
just said so. Id.

The Ninth Circuit disagreed: "The government is wrong. The legislative
history of the EAJA states in unmistakable language: 'In determining the value of
assets, the cost of acquisition rather than fair market value should be used.'"
United States v. 88.88 Acres ofLand, 907 F.2d 106, 107 (9th Cir. 1990) (citations
omitted). This rule is widely accepted. In Hoopa Valley Tribe v. Watt, 569 F.
Supp. 943, 945 (N.D. Cal. 1983), an Indian tribe demonstrated it met the net-worth
requirement under the EAJA by valuing more than 53,000 acres of California
timberland at $1.25/acre -- its unadjusted nominal value in the 1850's. We
ourselves have adopted this rule in a division opinion. See Swanson v.
Commissioner, 106 T.C. 76, 96 (1996) (valuing IRA accounts, stocks, bonds, and
art by acquisition cost, not fair market value).

There are some adjustments to acquisition-cost calculations that courts
allow. Both circuit courts to consider the question recognize depreciation, for
example, to reduce net worth. See, e.g., Am. Pac. Concrete Pipe Co. v. NLRB, 788
F.2d 586, 591 (9th Cir. 1986); Continental Web Press, Inc. v. NLRB, 767 F.2d 321,
323 (7th Cir. 1985); cf Swanson, 106 T.C. at 96 n.24 (declining to decide the
question). Judge Posner summarized the caselaw as it has developed:














